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Preface
This MAS practice aid is one in a series devoted to the kinds of man­
agement advisory services most often provided to a CPA’s small busi­
ness clients. Even though the same services may also be provided to 
large clients, practitioners’ experience indicates that providing advice 
and assistance to small closely held businesses often differs from similar 
engagements with larger clients. Small businesses frequently do not find 
it cost effective to have the breadth of financial and accounting expertise 
that is present in larger businesses. Hence, the nature and depth of the 
practitioner’s gathering and analysis of the data may differ when pro­
viding services to small and large businesses. Most important, the per­
sonal plans, finances, and desires of the small business owner may have 
a significant impact on current and future operations of a small business, 
and the practitioner must take them into consideration when providing 
advice and assistance.
MAS small business consulting practice aids do not purport to in­
clude everything a practitioner needs to know or do to undertake a spe­
cific type of service. Furthermore, engagement circumstances differ, 
and, therefore, the practitioner’s professional judgment may cause him 
to conclude that an approach described in a particular practice aid is 
not appropriate.
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Scope of This Practice Aid
The purpose of this practice aid is to describe a review technique that 
would assist a practitioner in identifying potential opportunities for im­
proving clients’ financial as well as other activities. This practice aid 
uses selected working capital items to illustrate the review technique.
A diagnostic review technique includes the use of forms and ques­
tions that may be used in a diagnostic review engagement, a broader 
MAS engagement, or as an adjunct to an audit, review, compilation, or 
tax service provided by the practitioner. The use of a diagnostic review 
technique, such as the one described here, should help a practitioner—
•  Identify problems and document the findings.
•  Decide the significance of his findings in a specific client area.
•  Determine whether comment on the findings is appropriate.
•  Support comments to the client.
•  Recognize areas needing corrective action.
•  Document the degree of severity of the problems.
•  Establish priorities for corrective action.
•  Develop recommendations.
The forms included in this practice aid are provided for illustrative 
purposes, as are the questions concerning selected working capital 
items. The intent has not been to provide a working capital item ques­
tionnaire to be used by practitioners, nor to provide a complete diag­
nostic review package covering the many areas in which the review 
technique could be applied. The diagnostic forms and questions used 
by a practitioner would reflect an individual’s methods and experience.
The intent of this practice aid is to provide an example of a diagnostic 
review technique to assist practitioners interested in developing their 
own technique. The use of this method of gathering and organizing in­
formation can enhance a practitioner’s ability to communicate, orally or 
in writing, the observed client strengths and weaknesses, the relative 
significance of potential improvements discovered, and appropriate 
practitioner recommendations.
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Technique for Using the 
Illustrative Forms
In this illustration of the diagnostic technique, two forms are used: the 
“ Diagnostic Review Questionnaire” (see page 7) and the “ Diagnostic 
Review Summary” (see page 6).
The Diagnostic Review Questionnaire is divided into six sections:
1. Questions. List the various questions to be answered by the practi­
tioner or his staff regarding each of the elements (major factors to be 
reviewed) that appears on the Diagnostic Review Summary. One or 
more pages may be used for each of the elements listed.
2. Response to Question.
Yes
No
Not Applicable
3. Responsible Person(s). Name the person who has departmental re­
sponsibility for the item discussed in the question.
4. Opportunity for Improvement. Rate the opportunity for improvement.
N — None 
P — Potential 
G — Good 
S — Substantial 
C — Crucial
5. Comments. Comment on the procedure(s) (with possible additions, 
deletions, and corrections).
6. Workpaper Reference. Refer to workpapers, if any, documenting pro­
cedures and any procedural deficiencies that may exist.
The Diagnostic Review Summary is divided into five sections:
1. Areas. Identify areas of investigation, in this case, selected working 
capital items.
2. Elements. Specify the major factors to be reviewed. These may be 
identified by a question or subject and will relate to a diagnostic 
review questionnaire.
3. Workpaper Reference. Identify specific workpapers pertinent to the 
element summarized.
4. Opportunity for Improvement. Check off each of the elements re­
viewed, indicating the practitioner's overall judgment about the op-
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portunity for improvement based on the answers to all the questions 
on the appropriate diagnostic review questionnaire.
5. Significant Commentary. Comment on any substantial findings to be 
reviewed for possible communication to the client.
The practitioner would complete all sections of the questionnaire 
(diagnostic review questionnaire) first and then bring the results forward 
to a summary form (diagnostic review summary). The summary form may 
serve as a cover sheet for all the questionnaire forms, as is illustrated 
in this practice aid.
After an initial client meeting or survey, or both, the key step in using 
this technique is to develop pertinent questions to ask the client. The 
questions asked one client are not necessarily identical to those that 
should be asked another. Once a practitioner has developed a file con­
taining questions about areas, circumstances, and types of clients, the 
questions to ask a specific client will become apparent.
In order to identify problem areas and select or develop appropriate 
questions, the practitioner may decide to learn more about the business’s 
ownership, finances, operations, and personnel. This information may 
be obtained through a review of business records, conferences with 
management, and a simple walk-through of client operations, including 
spot interviews with personnel. Client personnel can often identify prob­
lem areas within the organization as a whole, as well as in their own 
unit.
A client, prospective or existing, may be able to explain a perceived 
problem in detail, but practitioners frequently determine that the de­
scribed problems represent symptoms rather than causes. However, the 
very fact that a client senses a problem in a specific area or shows 
interest in a specific situation that has developed may be an excellent 
clue as to where review emphasis may be placed. Other criteria for 
selecting areas for review would be dollar or volume oriented. Operations 
using many personnel or expensive equipment or handling large 
amounts of money would be priority candidates for review.
Knowledge of pertinent business ratios, including operating ratios 
and balance sheet ratios, may enable the practitioner to identify 
strengths and weaknesses in the client’s operations. Sources for these 
ratios include Dun & Bradstreet, Robert Morris Associates, Accounting 
Corporation of America, National Cash Register Company, Bank of Amer­
ica, and various trade associations. Also, trends in the client’s own ratios 
will often indicate the emergence of operating problems. The U.S. Small 
Business Administration publishes a booklet on the subject entitled Ratio 
Analysis for Small Business (Small Business Management series no. 20,
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4th ed., 1977). It suggests that the following ratios are significant for 
small business purposes:
•  Current assets to current liabilities
•  Current liabilities to tangible net worth
•  Net sales to tangible net worth
•  Net sales to working capital
•  Net profit to tangible net worth
•  Average collection period of receivables
•  Net sales to inventory
•  Net fixed assets to tangible net worth
•  Total debt to tangible net worth
•  Net profit on sales
Ratios for these and other relationships for specific industries are 
available from some of the sources mentioned above.
Illustrative Materials: A
Diagnostic Review of Working
Capital Items
The illustration in this practice aid focuses on the areas of cash and cash 
items, receivables, inventories, and accounts payable because the first 
indication of problems in a company are often reflected in these working 
capital items. However, practitioners should be aware that those indi­
cations may first appear elsewhere, such as in negative trends in income 
and expense accounts or in operations themselves, such as stock-out 
situations or excessive returns. The selection of working capital items 
for this illustration of the diagnostic review technique should not be con­
strued as identifying the primary area in which application of the tech­
nique will benefit the client.
The following pages illustrate the use of the diagnostic review tech­
nique described earlier. Included are one completed summary sheet 
covering the four areas of cash and cash items, receivables, inventories, 
and accounts payable (see Figure 1), and one completed questionnaire 
form covering cash and cash items (see Figure 2).
Rather than include questionnaire spread sheets for the large number 
of working capital items that may be included in a diagnostic review of 
this area of a client’s operations, Appendix A provides further material
4
useful to practitioners specifically interested in developing a question­
naire for a working capital review. It lists sample elements and appro­
priate questions related to cash and cash items, receivables, inventories, 
and accounts payable. If questionnaire forms such as the one shown in 
Figure 2 are used by a practitioner, there would be similar forms covering 
the elements of each area under review. Each element number corre­
sponds to an identical number on the summary sheet.
In referring to the sample material, the reader should remember that 
its primary purpose is to illustrate the diagnostic review technique. An 
individual practitioner may deviate from the technique illustrated here, 
both in the nature of the forms he uses, if any, and in the specific ques­
tions he a sks a client.
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APPENDIX A
Illustrative Diagnostic Review Questions
The following pages provide further illustrations of possible diagnostic review 
questions in connection with selected working capital items as they appear in 
Figure 1. While the intent of this practice aid is to describe the diagnostic review 
technique, practitioners who participated in the development of this document 
believe this additional material on a specific subject will enable the reader to 
more effectively evaluate the nature and extent of the questions needed to ef­
fectively use the technique.
Note that Appendix A begins with questions for the cash and cash item area, 
element no. 2, “Methods of Accelerating Cash Deposits.” Questions for element 
no. 1, “Knowledge of Available Cash,” are located on the sample diagnostic 
review questionnaire. All of the following questions could be entered on a di­
agnostic review questionnaire in the manner illustrated in Figure 2, page 7.
2. Methods of Accelerating Cash Deposits 
Does the client—
A. Time deposits to coincide with same-day bank recording (that is, be­
fore 2:00 p.m .)?
B. Utilize banks that provide instant credit for bank charge cards (that is, 
VISA, MasterCard, and so forth)?
C. Use a lock box system?
D. Use one principal centralized bank account?
E. Maintain minimum amounts in decentralized locations by utilizing 
preestablished wire transfer?
F. Use an appropriate number of bank accounts?
G. Other
3. Cash Budget
A. Does the client have an operating cash budget? If so—
(1) Is the period covered adequate?
(2) Does the budget consider capital as well as operating items?
B. Is the budget used on a regular basis to assess—
(1) Opportunities for investment of excess cash, such as—
(a) Weekend rollovers?
(b) Money market accounts?
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(c) Treasury bills?
(d) Repurchase agreements?
(e) Certificates of deposit?
(2) Periods when short-term borrowings will be necessary to meet 
cash deficiencies?
(3) The need for intermediate- to long-term financing (caused, for 
example, by the growth of inventories and receivables due to 
increased sales)?
(4) Opportunities for the synchronization of cash flows (coordinating 
heavy outflows with periods of heavy inflows)?
C. Are actual cash balances periodically compared with budgeted 
amounts to identify the cause of significant differences?
D. Is the cash budget revised periodically?
E. Other
4. Maximization of Cash Availability 
Does the client—
A. Hold vendor payments the maximum amount of time allowable?
B. Reduce or eliminate prepayment of expenses?
C. Keep discretionary purchases to a minimum?
D. Utilize disbursing bank accounts in other federal reserve districts?
E. Utilize zero balance checking?
F. Other
5. Generation of Cash
Does the client—
A. Review life insurance policies to determine the available cash surren­
der value, including the utilization of the minimum-deposit method on 
life insurance premium payments?
B. Convert idle assets such as obsolete inventory into cash?
C. Consider alternatives to an in-house sales person?
D. Consider alternatives to full-time staff personnel?
E. Consider alternative methods of acquiring equipment?
F. Other
RECEIVABLES
11. Accounting System
A. Are accounts receivable a key factor in the client’s business?
B. Is the client satisfied with the information about accounts receivable 
generated by the accounting system?
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C. Does the client understand that proper control of accounts receivable 
will increase cash flow and thereby decrease the need for borrowed 
funds and related interest expense?
D. Is the client aware of alternative tax methods dealing with accounts 
receivable charge-offs?
E. Are accounts receivable seasonal in nature?
F. Have fluctuations in accounts receivable been considered in cash flow 
budgeting?
G. Is the client’s accounting system adequate to maintain accounts re­
ceivable on a current reporting basis?
(1) Is the accounting system in place efficient?
(2) Does the accounting system provide sufficient detail for analysis 
and so forth?
(3) Is there adequate back-up for fires, floods, and other catastro­
phes?
H. Is there adequate insurance coverage on valuable papers?
I. Are the accounts receivable balanced against a control at least 
monthly?
J. Are the accounts receivable aged on a monthly basis?
K. Are returns and allowances controlled?
L. Regarding ratios—
(1) Is the client aware of appropriate accounts receivable ratios 
common to the business?
(2) Are periodic comparisons to applicable ratios made?
(3) Are ratios comparable to industry? If not, has the client consid­
ered the cause of variation?
M. Are controls in place to safeguard assets?
N. Other
12. Credit Policies
A. Does the client have clear, documented credit management policies?
B. Are employees encouraged to request cash or checks before granting 
credit?
C. Does the client utilize major credit cards rather than open accounts?
D. To minimize bad debt expense—
(1) Has the client fixed responsibility for credit decisions?
(2) Are there established credit limits?
(3) Are credit limits enforced?
(4) Are new credit customers investigated thoroughly?
(5) Are new credit customers approved by a responsible person 
prior to any sales to the customer?
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(6) Are credit policies explained to customers?
(7) Are credit policies reviewed periodically?
(8) Has the client considered credit insurance?
(9) Has the client considered centralizing the credit function?
(10) Are past-due accounts followed up promptly according to es­
tablished credit policies?
(11) Does the client monitor and analyze credit limits, customer turn­
over, and the change in the volume of credit sales?
(12) Have consignment sales been considered?
(13) Can a policy to minimize insufficient funds checks be enforced?
(14) Could credit policies be safely relaxed?
(15) Could trade terms be more attractive?
(16) Is there a policy for subsequent reviews of written-off accounts 
receivable to determine whether any collection is possible?
(17) Is there an employee credit policy?
(18) Does the client refer overdue accounts for collection?
(19) Are sales contracts written to permit recovery of collection fees?
E. Other
13. Maximization of Cash Flow From Accounts Receivable
A. To reduce the level of accounts receivable and thereby free working 
capital for other purposes—
(1) Has the client considered paying salesmen’s commissions when 
receivables are collected?
(2) Could the client invoice more frequently, for example on a daily, 
weekly, or biweekly basis rather than on a monthly basis?
(3) Are there many billing corrections?
(4) Does the client render statements? If so, how frequently?
(5) Has the client considered offering a one-time cash discount (no 
matter how old the receivable) to provide immediate cash?
(6) Would it be beneficial to factor receivables or pledge them as 
collateral for a short-term loan?
(7) Is interest charged on past-due accounts? If so, does it comply 
with federal and state regulations?
(8) Does the client utilize the major portion of collection efforts for 
the largest customers?
(9) Can accounts receivable be converted to a note receivable?
(a) If so, can the note be discounted?
(b) If obtained, is there follow-up for collection?
(10) Could sight or acceptance drafts be used instead of checks?
B. Other
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INVENTORIES
21. Inventory Accounting System
A. Are inventories a key factor in the client’s business?
B. Is the client satisfied with the information generated by the accounting 
system regarding inventories and the cost of goods sold?
C. Is the client's inventory information generated by—
(1) Units?
(2) Unit cost?
(3) Physical location?
D. Are sales seasonal in nature?
E. Are budgeting procedures in place to control total inventory levels and 
according to major classifications?
F. Other
22. Physical Aspects
A. Is insurance coverage adequate?
B. Are controls in place to discourage and limit theft?
C. Does the client consider write-down and disposal of inventory due to 
obsolescence and damage?
D. Is the client satisfied that the inventory is properly protected from the 
weather to avoid diminution of value?
E. Other
23. Inventory Policies
A. Does the client have clear, documented inventory management poli­
cies?
B. Does the client maintain effective purchasing policies that minimize 
inventory investment; that is, does the client engage in bulk purchas­
ing, and so forth? If so, has the client evaluated carrying costs of ex­
cessive inventories?
C. Is the client aware of alternative methods of tax valuation of inventory?
D. Are other items of policy considered, such as—
(1) Consignment?
(2) Source of supply?
(3) Availability of quantities?
(4) Stock-out costs?
(5) Return policies?
E. Other
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24. Inventory Ratios
A. Does the client understand that inventory is a profit-earning asset, and 
that investment in inventory should be analyzed from the standpoint 
of return on investment (ROI) just as any other asset should be?
B. Is the client aware of appropriate inventory ratios common to the busi­
ness; that is, are periodic comparisons to applicable ratios made?
C. Are ratios comparable to industry? If not, has the client considered the 
causes of variation?
D. What is the composition of the client's inventory? (Normally, approx­
imately 20 percent of the total inventory items constitute a large pro­
portion of the total dollar investment in inventory, and their costs de­
serve close scrutiny. A large percentage of items generally constitute 
a small proportion of the dollar investment and the cost of these items 
should receive minimal attention).
E. Other
ACCOUNTS PAYABLE
31. Accounting System
A. Are accounts payable a significant component in the operation of the 
business?
B. Is the accounting system providing the client with significant infor­
mation regarding accounts payable?
C. Does the client prepare periodic lists of amounts owed to vendors?
(1) Are they reconciled to the general ledger?
(2) Are they aged?
(3) Are the schedules prepared on a timely basis?
(4) Do the lists reflect due dates and potential discounts available?
D. Is the accounting system sufficient to enable preparations of the above 
schedules without difficulty?
E. Are accounts payable schedules accurate; that is, are there substantial 
unrecorded liabilities on a report date for the following periods:
(1) Weekly (if warranted)?
(2) Monthly?
(3) Quarterly?
(4) Annually?
F. How and when are liabilities recognized?
G. Other
32. Optimization of Financing
A. To optimize financing available through trade credit while maintaining 
good relationships with creditors, does the client—
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(1) Have a documented policy for dealing with trade creditors?
(2) Use an accounts payable due date system that permits payment 
on the due date?
(3) Document supplier follow-up efforts to determine when each sup­
plier becomes concerned about overdue accounts?
(4) Differentiate between those suppliers whose payments can be 
postponed and those who must be paid promptly?
(5) Offer to give creditors interest-bearing notes in situations where 
accounts cannot be paid promptly?
(6) Discuss freely and honestly with creditors any problems in meet­
ing repayment schedules?
(7) Know which critical suppliers could effectively put him out of 
business?
(8) Explore the possibility of obtaining extended terms or dating, or 
both, from suppliers?
(9) Consider purchasing on installments with a balloon payment at 
the end?
B. Other
33. Minimization of Overall Costs
A. To minimize overall costs of financing, does the company—
(1) Take advantage of cash discounts? (Terms of 2/10, n/30 convert 
to a 36.5 percent annual interest rate).
(2) Maintain and monitor a discounts lost account?
B. Is the client aware of utilizing other types of discounts that are poten­
tially available, such as—
(1) Trade?
(2) Merchandising?
(3) Other?
C. Other
34. Accounts Payable Policies
A. Does the client have documented accounts payable and related pur­
chasing policies?
B. Does the client have and utilize a policy requiring competitive bids in 
purchasing?
C. Other
35. Accounts Payable Ratios
A. Is the client aware of and utilizing comparative industry ratios?
B. Other
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APPENDIX B
Selected Sources of Ideas for Diagnostic 
Review Questions
Cadmus, Bradford. Operational Audit Handbook. Altamonte Springs, Fla.: In­
stitute of Internal Auditors, 1964.
Flesher, Dale L., and Siewert, Stewart. Independent Auditor's Guide to Opera­
tional Auditing. New York: John Wiley & Sons, 1982.
Thierauf, Robert J. Management Auditing: A Questionnaire Approach. New York: 
AMACOM, 1979.
U.S. Small Business Administration. Management Audit for Small Manufacturers. 
Washington, D.C., 1977.
------. Management Audit for Small Retailers. Washington, D.C., 1977.
------. Management Audit for Small Service Firms. Washington, D.C., 1976.
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